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INTRODUCTION

The Senate Committee on Finance has scheduled a markup on February 5, 2003, of the
“CARE Act of 2003.” This document,* prepared by the staff of the Joint Committee on
Taxation, provides a description of the “CARE Act of 2003.”

! This document may be cited as follows: Joint Committee on Taxation, Description of
the * CARE Act of 2003" (JCX-04-03), February 3, 2003.



|. CHARITABLE GIVING INCENTIVES
A. Charitable Deduction for Nonitemizers
Present L aw

In computing taxable income, an individual taxpayer who itemizes deductions generally
is alowed to deduct the amount of cash and up to the fair market value of property contributed to
a charity described in section 501(c)(3),” to certain veterans organizations, fraternal societies,
and cemetery companies,® or to a Federal, State, or local governmental entity for exclusively
public purposes.* The deduction also is allowed for purposes of calculating alternative minimum
taxable income.

The amount of the deduction allowable for a taxable year with respect to a charitable
contribution of property may be reduced depending on the type of property contributed, the type
of charitable organization to which the property is contributed, and the income of the taxpayer.”

A taxpayer who takes the standard deduction (i.e., who does not itemize deductions) may
not take a separate deduction for charitable contributions.®

A payment to a charity (regardless of whether it istermed a*“ contribution”) in exchange
for which the donor receives an economic benefit is not deductible, except to the extent that the
donor can demonstrate that the payment exceeds the fair market value of the benefit received
from the charity. To facilitate distinguishing charitable contributions from purchases of goods or
services from charities, present law provides that no charitable contribution deduction is allowed
for a separate contribution of $250 or more unless the donor obtains a contemporaneous written
acknowledgement of the contribution from the charity indicating whether the charity provided
any good or service (and an estimate of the value of any such good or service) to the taxpayer in
consideration for the contribution.” In addition, present law requires that any charity that

2 All section references are to the Internal Revenue Code of 1986, unless otherwise
indicated.

% Secs. 170(c)(3)-(5).
* Sec. 170(c)(2).
> Secs. 170(b) and (e).

® Sec. 170(a). The Economic Recovery Tax Act of 1981 adopted a temporary provision
that permitted individual taxpayers who did not itemize income tax deductions to claim a
deduction from gross income for a specified percentage of their charitable contributions. The
maximum deduction was $25 for 1982 and 1983, $75 for 1984, 50 percent of the amount of the
contribution for 1985, and 100 percent of the amount of the contribution for 1986. The
nonitemizer deduction terminated for contributions made after 1986.

" Sec. 170(f)(8).



receives a contribution exceeding $75 made partly as a gift and partly as consideration for goods
or services furnished by the charity (a“quid pro quo” contribution) is required to inform the
contributor in writing of an estimate of the value of the goods or services furnished by the charity
and that only the portion exceeding the value of the goods or servicesis deductible as a
charitable contribution.®

Under present law, total deductible contributions of an individual taxpayer to public
charities, private operating foundations, and certain types of private nonoperating foundations
may not exceed 50 percent of the taxpayer’s contribution base, which is the taxpayer’ s adjusted
gross income for ataxable year (disregarding any net operating loss carryback). To the extent a
taxpayer has not exceeded the 50-percent limitation, (1) contributions of capital gain property to
public charities generally may be deducted up to 30 percent of the taxpayer’s contribution base,
(2) contributions of cash to private foundations and certain other charitable organizations
generally may be deducted up to 30 percent of the taxpayer’s contribution base, and (3)
contributions of capital gain property to private foundations and certain other charitable
organizations generally may be deducted up to 20 percent of the taxpayer’s contribution base.

Contributions by individuals in excess of the 50-percent, 30-percent, and 20-percent limit
may be carried over and deducted over the next five taxable years, subject to the relevant
percentage limitations on the deduction in each of those years.

In addition to the percentage limitations imposed specifically on charitable contributions,
present law imposes a reduction on most itemized deductions, including charitable contribution
deductions, for taxpayers with adjusted gross income in excess of a threshold amount, which is
indexed annually for inflation. The threshold amount for 2003 is $139,500 ($69,750 for married
individuals filing separate returns). For those deductions that are subject to the limit, the total
amount of itemized deductions is reduced by three percent of adjusted gross income over the
threshold amount, but not by more than 80 percent of itemized deductions subject to the limit.
Beginning in 2006, the overall limitation on itemized deductions phases-out for al taxpayers.
The overall limitation on itemized deductionsis reduced by one-third in taxable years beginning
in 2006 and 2007, and by two-thirds in taxable years beginning in 2008 and 2009. The overall
limitation on itemized deductionsis eliminated for taxable years beginning after December 31,
2009; however, this elimination of the limitation sunsets on December 31, 2010.

Description of Proposal

In the case of an individual taxpayer who does not itemize deductions, the proposal
allows a“direct charitable deduction” from adjusted gross income for charitable contributions
paid in cash during the taxable year. This deduction is allowed in addition to the standard
deduction. The deduction is available only for that portion of contributions actually made during
the year that in the aggregate exceed $250 ($500 in the case of ajoint return). The maximum
deduction is $250 ($500 in the case of ajoint return). Contributions that are below the minimum
amount or that exceed the maximum deduction may not be carried over for purposes of a
subsequent taxable year’s calculation of the direct charitable deduction. Under the proposal, an

8 Sec. 6115.



individual is not entitled to a charitable deduction for the first $250 of cash contributions made
during the tax year, is entitled to a deduction on a dollar-for-dollar basis for contributions of
$251 to $500 (e.g., a $1 contribution deduction in the case of $251 of contributions, and a $250
deduction in the case of $500 of contributions), and is not entitled to a deduction for
contributions exceeding $500.

The proposal does not alter present-law rules regarding the carryover of contributionsto
or from ataxable year, including ataxable year in which the taxpayer elects the standard
deduction. The direct charitable deduction generally is subject to the tax rules normally
governing charitable contribution deductions, such as the substantiation requirements. The
deduction is alowed in computing alternative minimum taxable income.

The proposal requires the Secretary of the Treasury to complete a study by December 31,
2004, of the effect of the proposal on increased charitable giving, and of taxpayer compliance,
for example, by comparing compliance by taxpayers who itemize their charitable contributions
with compliance by those who claim the direct charitable deduction. The Secretary shall report
on the study to the Committee on Finance of the Senate and the Committee on Ways and Means
of the House of Representatives.

Effective Date

The direct charitable deduction is effective for taxable years beginning after December
31, 2002, and before January 1, 2005. The Treasury study is required by December 31, 2004.



B. Tax-Free Distributions From Individual Retirement
Arrangementsfor Charitable Purposes

Present L aw
In general

If an amount withdrawn from atraditional individua retirement arrangement (“IRA”) or
aRoth IRA isdonated to a charitable organization, the rules relating to the tax treatment of
withdrawals from IRAs apply to the amount withdrawn and the charitable contribution is subject
to the normally applicable limitations on deductibility of such contributions.

Charitable contributions

In computing taxable income, an individual taxpayer who itemizes deductions generally
is allowed to deduct the amount of cash and up to the fair market value of property contributed to
a charity described in section 501(c)(3),” to certain veterans organizations, fraternal societies,
and cemetery companies,’® or to a Federal, State, or local governmental entity for exclusively
public purposes.”* The deduction also is allowed for purposes of calculating alternative
minimum taxable income.

The amount of the deduction allowable for ataxable year with respect to a charitable
contribution of property may be reduced depending on the type of property contributed, the type
of charitable organization to which the property is contributed, and the income of the taxpayer.”

A taxpayer who takes the standard deduction (i.e., who does not itemize deductions) may
not take a separate deduction for charitable contributions.™®

A payment to a charity (regardless of whether it istermed a*“ contribution”) in exchange
for which the donor receives an economic benefit is not deductible, except to the extent that the
donor can demonstrate that the payment exceeds the fair market value of the benefit received

® All section references are to the Internal Revenue Code of 1986, unless otherwise
indicated.

10" Secs. 170(c)(3)-(5).
1 Sec. 170(c) (D).
12 Secs. 170(b) and (e).

13 Sec. 170(a). The Economic Recovery Tax Act of 1981 adopted a temporary provision
that permitted individual taxpayers who did not itemize income tax deductionsto claim a
deduction from gross income for a specified percentage of their charitable contributions. The
maximum deduction was $25 for 1982 and 1983, $75 for 1984, 50 percent of the amount of the
contribution for 1985, and 100 percent of the amount of the contribution for 1986. The
nonitemizer deduction terminated for contributions made after 1986.



from the charity. To facilitate distinguishing charitable contributions from purchases of goods or
services from charities, present law provides that no charitable contribution deduction is allowed
for a separate contribution of $250 or more unless the donor obtains a contemporaneous written
acknowledgement of the contribution from the charity indicating whether the charity provided
any good or service (and an estimate of the value of any such good or service) to the taxpayer in
consideration for the contribution.** In addition, present law requires that any charity that
receives a contribution exceeding $75 made partly as a gift and partly as consideration for goods
or services furnished by the charity (a*“quid pro quo” contribution) is required to inform the
contributor in writing of an estimate of the value of the goods or services furnished by the charity
and that only the portion exceeding the value of the goods or servicesis deductible as a
charitable contribution. ™

Under present law, total deductible contributions of an individual taxpayer to public
charities, private operating foundations, and certain types of private nonoperating foundations
may not exceed 50 percent of the taxpayer’s contribution base, which is the taxpayer’ s adjusted
gross income for a taxable year (disregarding any net operating loss carryback). To the extent a
taxpayer has not exceeded the 50-percent limitation, (1) contributions of capital gain property to
public charities generally may be deducted up to 30 percent of the taxpayer’s contribution base,
(2) contributions of cash to private foundations and certai n other charitable organizations
generally may be deducted up to 30 percent of the taxpayer’s contribution base, and (3)
contributions of capital gain property to private foundations and certain other charitable
organizations generally may be deducted up to 20 percent of the taxpayer’s contribution base.

Contributions by individuals in excess of the 50-percent, 30-percent, and 20-percent limit
may be carried over and deducted over the next five taxable years, subject to the relevant
percentage limitations on the deduction in each of those years.

In addition to the percentage limitations imposed specifically on charitable contributions,
present law imposes a reduction on most itemized deductions, including charitable contribution
deductions, for taxpayers with adjusted gross income in excess of a threshold amount, which is
indexed annually for inflation. The threshold amount for 2003 is $139,500 ($69,750 for married
individuals filing separate returns). For those deductions that are subject to the limit, the total
amount of itemized deductions is reduced by three percent of adjusted gross income over the
threshold amount, but not by more than 80 percent of itemized deductions subject to the limit.
Beginning in 2006, the overall limitation on itemized deducti ons phases-out for al taxpayers.
The overall limitation on itemized deductionsis reduced by one-third in taxable years beginning
in 2006 and 2007, and by two-thirds in taxable years beginning in 2008 and 2009. The overall
limitation on itemized deductionsis eliminated for taxable years beginning after December 31,
2009; however, this elimination of the limitation sunsets on December 31, 2010.

In general, a charitable deduction is not allowed for income, estate, or gift tax purposes if
the donor transfers an interest in property to a charity (e.g., aremainder) while also either

1 sec. 170(f)(8).

B sec. 6115.



retaining an interest in that property (e.g., an income interest) or transferring an interest in that
property to a noncharity for less than full and adequate consideration.*® Exceptions to this
genera rule are provided for, among other interests, remainder interests in charitable remainder
annuity trusts, charitable remainder unitrusts, and pooled income funds, and present interestsin
the form of a guaranteed annuity or a fixed percentage of the annual value of the property.*” For
such interests, a charitable deduction is allowed to the extent of the present value of the interest
designated for a charitable organization.

|IRA rules

Within limits, individuals may make deductible and nondeductible contributions to a
traditional IRA. Amountsin atraditional IRA are includible in income when withdrawn (except
to the extent the withdrawal represents areturn of nondeductible contributions). Individuals also
may make nondeductible contributions to a Roth IRA. Qualified withdrawals from a Roth IRA
are excludable from grossincome. Withdrawals from a Roth IRA that are not qualified
withdrawals are includible in gross income to the extent attributable to earnings. Includible
amounts withdrawn from atraditional IRA or a Roth IRA before attainment of age 59-1/2 are
subject to an additional 10-percent early withdrawal tax, unless an exception applies.

If an individual has made nondeductible contributions to a traditional IRA, a portion of
each distribution from an IRA is nontaxable, until the total amount of nondeductible
contributions has been received. In general, the amount of a distribution that is nontaxable is
determined by multiplying the amount of the distribution by the ratio of the remaining
nondeductible contributions to the account balance. 1n making the calculation, al traditional
IRAs of anindividual are treated as asingle IRA, al distributions during any taxable year are
treated as a single distribution, and the value of the contract, income on the contract, and
investment in the contract are computed as of the close of the calendar year.

In the case of adistribution from a Roth IRA that is not a qualified distribution, in
determining the portion of the distribution attributable to earnings, contributions and
distributions are deemed to be distributed in the following order: (1) regular Roth IRA
contributions; (2) taxable conversion contributions;™ (3) nontaxable conversion contributions;
and (4) earnings. In determining the amount of taxable distributions from a Roth IRA, all Roth
IRA distributions in the same taxable year are treated as a single distribution, all regular Roth
IRA contributions for ayear are treated as a single contribution, and all conversion contributions
during the year are treated as a single contribution.

16 secs. 170(f), 2055(€)(2), and 2522(c)(2).
17 sec. 170(f)(2).

18 Conversion contributions refer to conversions of amounts in atraditional IRA to a
Roth IRA.



Split-interest trust filing requirements

Split-interest trusts, including charitable remainder annuity trusts, charitable remainder
unitrusts, and pooled income funds, are required to file an annual information return™ (Form
1041A). Truststhat are not split-interest trusts but that claim a charitable deduction for amounts
permanently set aside for a charitable purpose® also are required to file Form 1041A. The
returns are required to be made publicly available® A trust that is required to distribute al trust
net income currently to trust beneficiaries in a taxable year is exempt from this return
requirement for such taxable year. A failure to file the required return may result in a penalty on
the trust of $10 a day for as long as the failure continues, up to a maximum of $5,000 per return.

In addition, split-interest trusts are required to file annually Form 5227.% Form 5227
requires disclosure of information regarding atrust’ s noncharitable beneficiaries. The penalty
for failureto file thisreturn is calculated based on the amount of tax owed. A split-interest trust
generally is not subject to tax and therefore, in general, a penalty may not be imposed for the
failure to file Form 5227. Form 5227 is not required to be made publicly available.

Description of Proposal

Qualified charitable distributions from IRAS

The proposal provides an exclusion from gross income for otherwise taxable IRA
distributions from atraditional or a Roth IRA in the case of qualified charitable distributions.
Specia rules apply in determining the amount of an IRA distribution that is otherwise taxable.
The present-law rules regarding taxation of IRA distributions and the deduction of charitable
contributions continue to apply to distributions from an IRA that are not qualified charitable
distributions.

A qualified charitable distribution is defined as any distribution from an IRA that is made
directly by the IRA trustee either to (1) an organization to which deductible contributions can be
made (a " direct distribution”) or (2) a“split-interest entity.” A split-interest entity means a
charitable remainder annuity trust or charitable remainder unitrust (together referred to asa
“charitable remainder trust”), a pooled income fund, or a charitable gift annuity. Direct
distributions are eligible for the exclusion only if made on or after the date the IRA owner attains
age 70-1/2. Distributionsto a split interest entity are eligible for the exclusion only if made on or
after the date the IRA owner attains age 59-1/2. In the case of split-interest distributions, no
person may hold an income interest in the amounts in the split-interest entity attributable to the
charitable distribution other than the IRA owner, hisor her spouse, or a charitable organization.

9 Sec. 6034. This requirement appliesto all split-interest trusts described in section
4947(a)(2).

2 Sec. 642(c).
2l Sec. 6104(b).

2 Sec. 6011; Treas. Reg. sec. 53.6011-1(d).



The exclusion appliesto direct distributions only if a charitable contribution deduction
for the entire distribution otherwise would be allowable, determined without regard to the
generally applicable percentage limitations. Thus, for example, if the deductible amount is
reduced because of a benefit received in exchange, or if adeduction is not allowable because the
donor did not obtain sufficient substantiation, the exclusion is not available with respect to any
part of the IRA distribution. Similarly, the exclusion appliesin the case of a distribution directly
to a split-interest entity only if a charitable contribution deduction for the entire present value of
the charitable interest (for example, aremainder interest) otherwise would be alowable,
determined without regard to the generally applicable percentage limitations.

If the IRA owner has any IRA that includes nondeductible contributions, a specia rule
appliesin determining the portion of adistribution that is includible in gross income (but for the
proposal) and thusis eligible for qualified charitable distribution treatment. In such case, the
IRA owner aggregates all IRAs to determine eligibility for the exclusion. Under the special rule,
the distribution is treated as consisting of income first, up to the aggregate amount that would be
includible in gross income (but for the proposal) if the aggregate balance of all IRAs having the
same owners were distributed during the same year. In determining the amount of subsequent
IRA distributions includible in income, proper adjustments are made to reflect the amount treated
asaqualified charitable distribution under the special rule.

Special rules apply for distributions to split-interest entities. For distributions to
charitable remainder trusts, the proposal provides that subsequent distributions from the
charitable remainder trust are treated as ordinary income in the hands of the beneficiary,
notwithstanding how such amounts normally are treated under section 664(b). In addition, for a
charitable remainder trust to be eligible to receive qualified charitable distributions, the
charitable remainder trust has to be funded exclusively by such distributions. For example, an
IRA owner may not make qualified charitable distributions to an existing charitable remainder
trust any part of which was funded with assets that were not qualified charitable distributions.

Under the proposal, a pooled income fund is eligible to receive qualified charitable
distributions only if the fund accounts separately for amounts attributable to such distributions.
In addition, all distributions from the pooled income fund that are attributable to qualified
charitable distributions are treated as ordinary income to the beneficiary. Qualified charitable
distributions to a pooled income fund are not includible in the fund’s gross income.

In determining the amount includible in gross income by reason of a payment from a
charitable gift annuity purchased with a qualified charitable distribution from an IRA, the portion
of the distribution from the IRA used to purchase the annuity is not an investment in the annuity
contract.

Any amount excluded from gross income by reason of the proposal is not taken into
account in determining the deduction for charitable contributions under section 170.

Qualified charitable distribution examples

The following examplesiillustrate the determination of the portion of an IRA distribution
that isa qualified charitable distribution and the application of the special rules for aqualified



charitable distribution to a split-interest entity. In each example, it is assumed that the
requirements for qualified charitable distribution treatment are otherwise met (e.g., the applicable
age requirement and the requirement that contributions are otherwise deductible) and that no
other IRA distributions occur during the year.

Example 1. Individual A has atraditional IRA with a balance of $100,000, consisting
solely of deductible contributions and earnings. Individual A has no other IRA. The entire IRA
balance is distributed in a direct distribution to a charitable organization. Under present law, the
entire distribution of $100,000 would be includible in Individual A’sincome. Accordingly,
under the proposal, the entire distribution of $100,000 is a qualified charitable distribution. Asa
result, no amount isincluded in Individual A’sincome as aresult of the distribution and the
distribution is not taken into account in determining the amount of Individual A’s charitable
deduction for the year.

Example 2. The facts are the same asin Example 1, except that the entire IRA balance of
$100,000 is distributed to a charitable remainder unitrust, which contains no other assets and
which must be funded exclusively by qualified charitable distributions. Under the terms of the
trust, Individual A isentitled to receive five percent of the value of the trust each year. As
explained in Example |, the entire $100,000 distribution is a qualified charitable distribution, no
amount isincluded in Individual A’sincome as aresult of the distribution, and the distribution is
not taken into account in determining the amount of Individual A’s charitable deduction for the
year. Inaddition, under a special rulein the proposal for charitable remainder trusts, any
distribution from the charitable remainder unitrust to Individual A isincludiblein grossincome
as ordinary income, regardless of the character of the distribution under the usual rules for the
taxation of distributions from such atrust.

Example 3. Individual B has atraditional IRA with abalance of $100,000, consisting of
$20,000 of nondeductible contributions and $80,000 of deductible contributions and earnings.
Individual B has no other IRA. In adirect distribution to a charitable organization, $80,000 is
distributed from the IRA. Under present law, a portion of the distribution from the IRA would
be treated as a nontaxabl e return of nondeductible contributions. The nontaxable portion of the
distribution would be $16,000, determined by multiplying the amount of the distribution
($80,000) by the ratio of the nondeductible contributions to the account balance
($20,000/$100,000). Accordingly, under present law, $64,000 of the distribution ($80,000 minus
$16,000) would be includible in Individual B’sincome.

Under the proposal, notwithstanding the present-law tax treatment of IRA distributions,
the distribution is treated as consisting of income first, up to the total amount that would be
includible in gross income (but for the proposal) if all amounts were distributed from all IRAs
otherwise taken into account in determining the amount of IRA distributions. The total amount
that would be includible in income if al amounts were distributed from the IRA is $80,000.
Accordingly, under the proposal, the entire $80,000 distributed to the charitable organization is
treated asincludible in income (before application of the proposal) and isaqualified charitable
distribution. Asaresult, no amount isincluded in Individual B’sincome as aresult of the
distribution and the distribution is not taken into account in determining the amount of
Individual B’s charitable deduction for the year. In addition, for purposes of determining the tax

10



treatment of other distributions from the IRA, $20,000 of the amount remaining in the IRA is
treated as Individual B’s nondeductible contributions.

Split-interest trust filing requirements

The proposal increases the penalty on split-interest trusts for failure to file areturn and
for failure to include any of the information required to be shown on such return and to show the
correct information. The penalty is $20 for each day the failure continues up to $10,000 for any
one return. In the case of a split-interest trust with gross income in excess of $250,000, the
penalty is $100 for each day the failure continues up to a maximum of $50,000. In addition, if a
person (meaning any officer, director, trustee, employee, or other individual who is under a duty
to file the return or include required information)® knowingly failed to file the return or include
required information, then that person is personally liable for such a penalty, which would be
imposed in addition to the penalty that is paid by the organization. Information regarding
beneficiaries that are not charitable organizations as described in section 170(c) is exempt from
the requirement to make information publicly available. In addition, the proposal repeals the
present-law exception to the filing requirement for split-interest trusts that are required in a
taxable year to distribute all net income currently to beneficiaries. Such exception remains
available to trusts other than split-interest trusts that are otherwise subject to the filing
requirement.

Effective Date

For direct distributions, the proposal is effective for distributions made after the date of
enactment. For distributions to a split-interest entity, the proposal is effective for distributions
made after December 31, 2003. The proposal relating to information returns of split-interest
trustsis effective for returns for taxable years beginning after December 31, 2003.

2 Sec. 6652(c)(4)(C).

11



C. Charitable Deduction for Contributions of Food I nventory
Present L aw

Under present law, a taxpayer’s deduction for charitable contributions of inventory
generaly islimited to the taxpayer’s basis (typically, cost) in the inventory.

However, for certain contributions of inventory, C corporations may claim an enhanced
deduction equal to the lesser of (1) basis plus one-half of the item’s appreciated value (i.e., basis
plus one half of fair market value in excess of basis) or (2) two times basis.** To be eligible for
the enhanced deduction, the contributed property generally must be inventory of the taxpayer,
contributed to a charitable organization described in section 501(c)(3) (except for private
nonoperating foundations), and the donee must (1) use the property consistent with the donee’'s
exempt purpose solely for the care of theill, the needy, or infants, (2) not transfer the property in
exchange for money, other property, or services, and (3) provide the taxpayer a written statement
that the donee’' s use of the property will be consistent with such requirements. In the case of
contributed property subject to the Federal Food, Drug, and Cosmetic Act, the property must
satisfy the applicable requirements of such Act on the date of transfer and for 180 days prior to
the transfer.

To use the enhanced deduction, the taxpayer must establish that the fair market value of
the donated item exceeds basis. The valuation of food inventory has been the subject of ongoing
disputes between taxpayers and the IRS. 1n one case, the Tax Court held that the value of
surplus bread inventory donated to charity was the full retail price of the bread rather than half
the retail price, asthe IRS asserted.”

Description of Proposal

Under the proposal, any taxpayer, whether or not a C corporation, engaged in a trade or
businessis eligible to claim the enhanced deduction for donations of food inventory. For
taxpayers other than C corporations, the total deduction for donations of food inventory in a
taxable year generally may not exceed 10 percent of the taxpayer’s net income for such year
from itstrade or business (or interest therein) from which contributions are made. For example,
if ataxpayer isasole proprietor, a shareholder in an S corporation, and a partner in a partnership,
and each business makes charitable contributions of food inventory, the taxpayer’s deduction for
donations of food inventory is limited to 10 percent of the taxpayer’s net income from the sole
proprietorship and the taxpayer’ sinterests in the S corporation and partnership. However, if only
the sole proprietorship and the S corporation made charitable contributi ons of food inventory, the
taxpayer’ s deduction would be limited to 10 percent of the net income from the trade or business
of the sole proprietorship and the S corporation, but not the partnership.

% Sec. 170(€)(3). In general, a C corporation’s charitable contribution deductions for a
year may not exceed 10 percent of the corporation’s taxable income. Sec. 170(b)(2).

% Lucky Stores Inc. v. Commissioner, 105 T.C. 420 (1995).
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The 10 percent limitation does not affect the application of the generally applicable
percentage limitations. For example, if 10 percent of a sole proprietor’ s net income from the
proprietor’ s trade or business was greater than 50 percent of the proprietor’ s contribution base,
the available deduction for the taxable year (with respect to contributions to public charities)
would be 50 percent of the proprietor’s contribution base. Consistent with present law, such
contributions may be carried forward because they exceed the 50 percent limitation.
Contributions of food inventory by ataxpayer that is not a C corporation that exceed the 10
percent limitation but not the 50 percent limitation could not be carried forward.

For purposes of calculating the enhanced deduction, taxpayers who do not account for
inventories under section 471 and who are not required to capitalize indirect costs under section
263A are ableto elect to treat the basis of the contributed food as being equal to 25 percent of the
food' s fair market value.®

The proposal changes the amount of the present-law enhanced deduction for eligible
contributions of food inventory to the lesser of fair market value or twice the taxpayer’ s basisin
the inventory. For example, ataxpayer who makes an eligible donation of food that has afair
market value of $10 and a basis of $4 could take a deduction of $8 (twice basis). If the
taxpayer’s basis was $6 instead of $4, then the deduction would be $10 (fair market value). By
contrast, under present law, a C corporation’s deduction in the first example would be $7 (fair
market value less half the appreciation) and in the second example would be $8. (Under present
law, taxpayers other than C corporations generally could take a deduction for a contribution of
food inventory only for the $4 basisin either example.) Taxpayers that do not account for
inventories under section 471 and who are not required to capitalize indirect costs under section
263A would be able to elect to treat the basis of the contributed food as being equal to 25 percent
of the food' s fair market value.

Under the proposal, the enhanced deduction is available only for food that qualifies as
“apparently wholesome food.” “Apparently wholesome food” is defined as food intended for
human consumption that meets all quality and labeling standards imposed by Federal, State, and
local laws and regulations even though the food may not be readily marketable due to
appearance, age, freshness, grade, size, surplus, or other conditions.

In addition, the proposal provides that the fair market value of donated apparently
wholesome food that cannot or will not be sold solely due to internal standards of the taxpayer or
lack of market is determined without regard to such internal standards or lack of market and by
taking into account the price at which the same or substantially the same food items (as to both
type and quality) are sold by the taxpayer at the time of the contribution or, if not so sold at such
time, in the recent past.

Effective Date

The proposal is effective for contributions made after the date of enactment.

% Thisincludes, for example, taxpayers who are eligible for administrative relief under
Revenue Procedures 2002-28 and 2001-10.
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D. Charitable Deduction for Contributions of Book I nventory
Present L aw

Under present law, ataxpayer’s deduction for charitable contributions of inventory
generaly islimited to the taxpayer’ s basis (typically, cost) in the inventory.

However, for certain contributions of inventory, C corporations may claim an enhanced
deduction equal to the lesser of (1) basis plus one-half of the item’s appreciated value (i.e., basis
plus one half of fair market value in excess of basis) or (2) two times basis.?” To be eligible for
the enhanced deduction, the contributed property generally must be inventory of the taxpayer,
contributed to a charitable organization described in section 501(c)(3) (except for private
nonoperating foundations), and the donee must: (1) use the property consistent with the donee’s
exempt purpose solely for the care of theill, the needy, or infants, (2) not transfer the property in
exchange for money, other property, or services, and (3) provide the taxpayer a written statement
that the donee’ s use of the property will be consistent with such requirements.

Description of Proposal

The proposal modifies the present-law enhanced deduction for C corporations so that it is
equal to the lesser of fair market value or twice the taxpayer’ s basis in the case of qualified book
contributions. The proposal provides that the fair market value for this purpose is determined by
reference to a bonafide published market price for the book. Under the proposal, a bonafide
published market price of abook is a price of abook, determined using the same printing and
same edition, published within seven years preceding the contribution, determined as a result of
an arm’ s length transaction, and for which the book was customarily sold. For example, a
publisher’s listed retail price for abook would not meet the standard if the publisher could not
demonstrate to the satisfaction of the Secretary that the price was one at which the book was
customarily sold and was the result of an arm’s length transaction. If a publisher entered into a
contract with alocal school district to sell newly published textbooks six years prior to making a
qualified book contribution of such textbooks, the publisher could use as a bonafide published
market price, the price at which such books regularly were sold to the school district under the
contract. By contrast, if a publisher listed in a catalogue or elsewhere a “ suggested retail price,”
but books were not in fact customarily sold at such price, the publisher coudd not use the
“suggested retail price” to determine the fair market value of the book for purposes of the
enhanced deduction. Thus, in general, a bonafide published market price must be independently
verifiable by reference to actual sales within the seven-year period preceding the contribution,
and not to a publisher’s own price list.

Asanillustration of the mechanics of calculating the enhanced deduction under the
proposal, a C corporation that made a qualified book contribution with a bona fide published
market price of $10 and abasis of $4 could take a deduction of $8 (twice basis). If the
taxpayer’s basisis $6 instead of $4, then the deduction is $10. Also, in such latter casg, if the

 Sec. 170(e)(3).
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book’ s bona fide market published market price was $5 at the time of the contribution but was
$10 five years before the contribution, then the deduction is $10.

A qualified book contribution means a charitable contribution of booksto: (1) an
educational organization that normally maintains a regular faculty and curriculum and normally
has aregularly enrolled body of pupils or students in attendance at the place where its
educational activities are regularly carried on; (2) apublic library; or (3) an organization
described in section 501(c)(3) (except for private nonoperating foundations), that is organized
primarily to make books available to the general public at no cost or to operate a literacy
program. The donee must: (1) use the property consistent with the donee' s exempt purpose; (2)
not transfer the property in exchange for money, other property, or services,; and (3) provide the
taxpayer awritten statement that the donee’ s use of the property will be consistent with such
requirements and also that the books are suitable, in terms of currency, content, and quantity, for
use in the donee' s educational programs and that the donee will use the books in such
educational programs.

Effective Date

The proposal is effective for contributions made after the date of enactment.
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E. Expand Charitable Contribution Allowed for Scientific Property Used
for Research and for Computer Technology and Equipment

Present L aw

In the case of a charitable contribution of inventory or other ordinary-income or short-
term capital gain property, the amount of the charitable deduction generaly is limited to the
taxpayer’s basis in the property. In the case of a charitable contribution of tangible personal
property, the deduction is limited to the taxpayer’s basis in such property if the use by the
recipient charitable organization is unrelated to the organization’ s tax-exempt purpose. In cases
involving contributions to a private foundation (other than certain private operating foundations),
the amount of the deduction is limited to the taxpayer’s basis in the property.?

Under present law, ataxpayer’s deduction for charitable contributions of scientific
property used for research and for contributions of computer technology and equipment
generaly islimited to the taxpayer’ s basis (typically, cost) in the property. However, certain
corporations may claim a deduction in excess of basis for a*“qualified research contribution” or a
“qualified computer contribution.”? This enhanced deduction is equal to the lesser of (1) basis
plus one-half of the item’s appreciated value (i.e., basis plus one half of fair market value minus
basis) or (2) two times basis. The enhanced deduction for qualified computer contributions
expires for any contribution made during any taxable year beginning after December 31, 2003.

A qualified research contribution means a charitable contribution of inventory that is
tangible personal property. The contribution must be to a qualified educational or scientific
organization and be made not later than two years after construction of the property is
substantially completed. The original use of the property must be by the donee, and be used
substantially for research or experimentation, or for research training, in the U.S. in the physical
or biological sciences. The property must be scientific equipment or apparatus, constructed by
the taxpayer, and may not be transferred by the donee in exchange for money, other property, or
services. The donee must provide the taxpayer with awritten statement representing that it will
use the property in accordance with the conditions for the deduction. For purposes of the
enhanced deduction, property is considered constructed by the taxpayer only if the cost of the
parts used in the construction of the property (other than parts manufactured by the taxpayer or a
related person) do not exceed 50 percent of the taxpayer’s basis in the property.

A qualified computer contribution means a charitable contribution of any computer
technology or equipment, which meets standards of functionality and suitability as established by
the Secretary of the Treasury. The contribution must be to certain educational organizations or
public libraries and made not later than three years after the taxpayer acquired the property or, if
the taxpayer constructed the property, not later than the date construction of the property is

% Sec. 170(e)(1).

® Secs. 170(e)(4) and 170(e)(6).
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substantially completed.® The original use of the property must be by the donor or the donee,*
and in the case of the donee, must be used substantially for educational purposes related to the
function or purpose of the donee. The property must fit productively into the donee’ s education
plan. The donee may not transfer the property in exchange for money, other property, or
services, except for shipping, installation, and transfer costs. To determine whether property is
constructed by the taxpayer, the rules applicable to qualified research contributions apply.
Contributions may be made to private foundations under certain conditions.*

Description of Proposal

Under the proposal, property assembled by the taxpayer, in addition to property
constructed by the taxpayer, is eligible for either enhanced deduction.

The proposal extends the enhanced deduction for qualified computer contributions to
contributions made before January 1, 2006.

Effective Date

The proposal is effective for taxable years beginning after December 31, 2002.

% |f the taxpayer constructed the property and reacquired such property, the contribution
must be within three years of the date the original construction was substantially completed.
Sec. 170(e)(6)(D)(i).

3 This requirement does not apply if the property was reacquired by the manufacturer
and contributed. Sec. 170(e)(6)(D)(ii).

# Sec. 170(e)(6)(C).
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F. Encourage Contributions of Capital Gain
Real Property Made for Conservation Purposes

Present L aw

Charitable contributions gener ally

In general, adeduction is permitted for charitable contributions, subject to certain
limitations that depend on the type of taxpayer, the property contributed, and the donee
organization. The amount of deduction generally equals the fair market value of the contributed
property on the date of the contribution. Charitable deductions are provided for income, estate,
and gift tax purposes.®

In generd, in any taxable year, charitable contributions by a corporation are not
deductible to the extent the aggregate contributions exceed 10 percent of the corporation’s
taxable income computed without regard to net operating or capital loss carrybacks. For
individuals, the amount deductible is a percentage of the taxpayer’s contribution base, which is
the taxpayer’s adjusted gross income computed without regard to any net operating loss
carryback. The applicable percentage of the contribution base varies depending on the type of
donee organization and property contributed. Cash contributions of an individual taxpayer to
public charities, private operating foundations, and certain types of private nonoperating
foundations may not exceed 50 percent of the taxpayer’s contribution base. Cash contributions
to private foundations and certain other organizations generally may be deducted up to 30
percent of the taxpayer’s contribution base.

In general, a charitable deduction is not allowed for income, estate, or gift tax purposes if
the donor transfers an interest in property to a charity while also either retaining an interest in
that property or transferring an interest in that property to a noncharity for less than full and
adequate consideration. Exceptions to this general rule are provided for, among other interests,
remainder interests in charitable remainder annuity trusts, charitable remainder unitrusts, and
pooled income funds, present interests in the form of a guaranteed annuity or afixed percentage
of the annual value of the property, and qualified conservation contributions.

Capital gain property

Capital gain property means any capital asset or property used in the taxpayer’s trade or
business the sale of which at its fair market value, at the time of contribution, would have
resulted in gain that would have been long-term capital gain. Contributions of capital gain
property to aqualified charity are deductible at fair market value within certain limitations.
Contributions of capital gain property to charitable organizations described in section
170(b)(1)(A) (e.g., public charities, private foundations other than private non-operating
foundations, and certain governmental units) generally are deductible up to 30 percent of the
taxpayer’s contribution base. Anindividual may elect, however, to bring all these contributions
of capital gain property for a taxable year within the 50-percent limitation category by reducing
the amount of the contribution deduction by the amount of the appreciation in the capital gain

¥ Secs. 170, 2055, and 2522, respectively.
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property. Contributions of capital gain property to charitable organizations described in section
170(b)(2)(B) (e.g., private non-operating foundations) are deductible up to 20 percent of the
taxpayer’ s contribution base.

For purposes of determining whether a taxpayer’s aggregate charitable contributionsin a
taxable year exceed the applicable percentage limitation, contributions of capital gain property
are taken into account after other charitable contributions. Contributions of capital gain property
that exceed the percentage limitation may be carried forward for five years.

Qualified conser vation contributions

Qualified conservation contributions are not subject to the “partial interest” rule, which
generally bars deductions for charitable contributions of partial interestsin property. A qualified
conservation contribution is a contribution of aqualified real property interest to a qualified
organization exclusively for conservation purposes. A qualified real property interest is defined
as. (1) the entire interest of the donor other than a qualified mineral interest; (2) aremainder
interest; or (3) arestriction (granted in perpetuity) on the use that may be made of the real
property. Qualified organizations include certain governmental units, public charities that meet
certain public support tests, and certain supporting organizations. Conservation purposes
include: (1) the preservation of land areas for outdoor recreation by, or for the education of, the
genera public; (2) the protection of arelatively natural habitat of fish, wildlife, or plants, or
similar ecosystem; (3) the preservation of open space (including farmland and forest land) where
such preservation will yield a significant public benefit and is either for the scenic enjoyment of
the general public or pursuant to a clearly delineated Federal, State, or local governmental
conservation policy; and (4) the preservation of an historically important land area or a certified
historic structure.

Qualified conservation contributions of capital gain property are subject to the same
limitations and carryover rules of other charitable contributions of capital gain property.

Description of Proposal

In general

Under the proposal, the 30-percent contribution base limitation on contributions of capital
gain property by individuals does not apply to qualified conservation contributions (as defined
under present law). Thus, individuals may include the fair market value of any qualified
conservation contribution of capital gain property in determining the amount of the charitable
contributions subject to the 50-percent contribution base limitation.

Individuals are allowed to carryover any qualified conservation cortributions that exceed
the 50-percent limitation for up to 15 years. The 50-percent contribution base limitation applies
first to contributions other than qualified conservation contributions and then to qualified
conservation contributions. For example, assume an individual with a contribution base of $100
makes a qualified conservation contribution of property with afair market value of $80 and
makes other charitable contributions of $60. The individual is allowed a deduction of $50 in the
current taxable year for the other contributions (50 percent of the $100 contribution base) and is
allowed to carryover the excess $10 for up to 5 years. No current deduction is allowed for the
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qualified conservation contribution but the entire $80 qualified conservation contribution may be
carried forward for up to 15 years.

Farmers and ranchers

In the case of an eligible farmer or rancher, a qualified conservation contribution is
allowable up to 100 percent of the taxpayer’s contribution base (after taking into account other
charitable contributions). This rule applies both to individuals and corporations. In addition,
corporate (aswell as non-corporate) eligible farmers and ranchers are allowed to carryover any
excess qualified conservation contributions for up to 15 years. The 100-percent contribution
base limitation applies first to contributions other than qualified conservation contributions (to
the extent allowable under other percentage limitations) and then to qualified conservation
contributions. For example, assume an individual farmer or rancher with a contribution base of
$100 makes a qualified conservation contribution of property with a fair market value of $80 and
makes other charitable contributions of $60. Theindividual is allowed a deduction of $50 in the
current taxable year for the other contributions (50 percent of the $100 contribution base) and is
allowed to carryover the excess $10 for up to 5 years. Theindividual also is allowed a deduction
of $50 in the current taxable year for the qualified charitable contribution (the amount of the
remaining contribution base). The remaining $30 qualified conservation contribution may be
carried forward for up to 15 years.

For this purpose, an eligible farmer or rancher means a taxpayer (other than a publicly
traded C corporation) whose gross income from the trade of business of farming is at least 51
percent of the taxpayer’s gross income for the taxable year.

Effective Date

The proposal is effective for contributions made after the date of enactment.
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G. Exclusion of 25 Percent of Capital Gain
for Certain Sales Made for Qualifying Conservation Purposes

Present L aw

Sales of capital gain property

Gain from the sale or exchange of land held more than one year generally is treated as
long-term capital gain. Generally, the net capital gain of an individua (i.e., long-term capital
gain less short-term capital 10ss) is subject to a maximum tax rate of 20 percent.

Charitable contributions of capital gain property for conservation purposes

Special rules apply to charitable contributions of qualified conservation contributions.
Qualified conservation contributions are not subject to the “partial interest” rule, which generally
bars deductions for charitable contributions of partial interestsin property. A qualified
conservation contribution is a contribution of a qualified real property interest to a qualified
organization exclusively for conservation purposes. A qualified real property interest is defined
as. (1) the entire interest of the donor other than a qualified mineral interest; (2) aremainder
interest; or (3) arestriction (granted in perpetuity) on the use that may be made of the real
property. Charitable contributions of interests that constitute the taxpayer’s entire interest in the
property are not regarded as qualified real property interests within the meaning of section
170(h),* but instead are subject to the general rules applicable to charitable contributions of
entire interests of the taxpayer. Qualified organizations include certain governmental units,
public charities that meet certain public support tests, and certain supporting organizations.
Conservation purposesinclude: (1) the preservation of land areas for outdoor recreation by, or
for the education of, the general public; (2) the protection of arelatively natural habitat of fish,
wildlife, or plants, or similar ecosystem; (3) the preservation of open space (including farmland
and forest land) where such preservation will yield a significant public benefit and is either for
the scenic enjoyment of the general public or pursuant to a clearly delineated Federal, State, or
local governmental conservation policy; and (4) the preservation of an historically important land
areaor acertified historic structure.

Treasury regulations provide that a deduction for a qualified conservation contribution is
allowed only if the donor prohibits in the instrument of conveyance the donee from subsequently
transferring the qualified real property interest, whether or not for consideration, unless the
donee organization, as a condition of the subsequent transfer, requires that the conservation
purpose which the contribution was originally intended to advance continues to be carried out.®
Moreover, subsequent transfers of such interests are restricted to organizations that are qualified
conservation organizations.®

¥ Ltr. Rul. 8626029.
® Treas. Reg. sec. 1.170A-14(c)(2).

% 4.
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Description of Proposal

In general

The proposal provides a 25-percent exclusion from gross income of long-term capital
gain from the qualifying sale or exchange of land, or an interest in land or water rights, provided
that the land or interest in land or water rights constitutes an interest in real property that has
been held by the taxpayer or the taxpayer’s family at all times during the five years preceding the
date of sale. The qualifying sale must be made to a qualified organization that intends that the
acquired property be used for qualified conservation purposes in perpetuity. >’

Qualifying interests

The exclusion applies only to sales or exchanges of real property interestsin land or
water rights that constitute the entire interest of the taxpayer in such land or water rights, or that
constitute qualified real property interests as defined in section 170(h), specifically: (1) the entire
interest of the taxpayer other than a qualified mineral interest; (2) aremainder interest; or (3) a
restriction (granted in perpetuity) on the use which may be made of the real property. Partia
interests in property that are not the entire interest of the taxpayer or a qualified real property
interest do not qualify for the exclusion. For example, ataxpayer who owns land and related
minera rights but who sells only the mineral rightsis not eligible for the exclusion. However, a
taxpayer who owns only mineral rightsis eligible for the 25-percent exclusion if the taxpayer
sellshis or her entire interest in the mineral rights and satisfies the other requirements of the
proposal.

Generally, an undivided interest that constitutes the taxpayer’s entire interest in the
property is eligible for the exclusion. A partial interest that constitutes the taxpayer’s entire
interest in the property, however, does not qualify for the exclusion if the property in which such
partial interest exists was divided in an attempt to avoid the partial interest rules.

Under the proposal, the exclusion is available for long-term capital gain from certain
sales or exchanges of stock in a C corporation if the qualified organization ultimately obtains a
controlling stock interest (generally astock interest that provides the qualified organization at
least 90 percent of the total voting power and total value of the corporation’s stock) and if at least
90 percent of the fair market value of the C corporation’s assets at the time of the sale or
exchange consists of land or water rights, or interests in land or water rights, that were held by
the corporation at all times during the five years preceding the sale. Stock in a corporation will
not qualify if at the time of the sale or exchange the fair market value of water rights and
infrastructure relating to the delivery of water constitutes more than 50 percent of the fair market

% The exclusion is mandatory if all of the requirements of the proposal are satisfied, and
ataxpayer need not file an election to take advantage of the exclusion. A taxpayer who transfers
qualifying property to a qualified organization may opt out of the 25-percent exclusion by
choosing not to satisfy one or more of the proposal’ s requirements without having to file a
formal election with the Secretary, such as by failing to obtain the requisite letter of intent from
the qualified organization.
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value of al of the corporation’s assets. Only a stock interest held by the taxpayer or the
taxpayer’sfamily at all times during the five years preceding the sale qualifies for the 25-percent
exclusion.

Qualifying gain

The exclusion applies only to long-term capital gain. Gain treated as ordinary income,
such as under depreciation recapture provisions, is not eligible for the exclusion. Gain
attributable to certain improvements, such as buildings or structures that do not further a
qualified conservation purpose (“disqualified improvements’), also does not qualify for the
exclusion.® The proposa provides that the maximum amount of gain that may be excluded by a
shareholder in the case of a sale or exchange of a controlling stock interest is 25 percent of the
shareholder’ s proportionate share of the C corporation’s underlying gain attributable to
qualifying land, water rights, or interests therein held by the C corporation.

Consistent with present law, the determination of gain or loss is to be calculated on an
asset-by-asset basis whenever that is required for other purposes of the Code (such as for
purposes of section 1245 or section 1250). In those cases where the Code does not otherwise
require a separate determination of gain or loss for the disqualified improvement, the gain
allocable to the disqualified improvement shall be determined by reference to the fair market
value of the disqualified improvement relative to the fair market value of al assetsfor which a
gain or loss determination is not otherwise required by the Code.*

For example, if ataxpayer sells aqualifying land interest with afair market value of $100
and abasis of $30, that includes a building or structure that does not further a conservation
purpose (a disqualified improvement) and that has a fair market value of $40, the taxpayer must
determine the portion of the gain that is attributable to the eligible land and to the disqualified
improvement. If determination of gain or loss on the sale of the improvement is required for
other purposes of the Code, then the gain or loss determined for those purposes governs, and the
taxpayer must determine his or her basis of the disqualified improvement (in this case, assumed
to be zero), with the result that the $40 gain on the disqualified improvement is not eligible for
the 25-percent exclusion and the gain of $30 on the land is eligible for the 25-percent exclusion.
On the other hand, if the determination of gain or loss on the sale of the improvement is not
required for other purposes of the Code, then the taxpayer shall allocate the aggregate gain of
$70 attributable to the land and the disqualified improvement between the land and the
improvement on the basis of their respective fair market values (i.e., 40 percent to the
improvement and 60 percent to the land). Under this gain allocation rule, the $28 of gain

# Soil and water conservation expenditures in the nature of those described in section
175, determined without regard to whether the taxpayer is engaged in afarming business and that
the land be used for farming, generally shall be treated as furthering a qualified conservation
purpose.

¥ The taxpayer shall be required to use this gain alocation rule unless the taxpayer has

adequate records to substantiate the adjusted basis and fair market value to support a separate
calculation.
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allocable to the improvement is not eligible for the 25-percent exclusion, and the $42 of gain
allocable to the land qualifies for the 25-percent exclusion.

Eligible sales

Ané€ligible saleisasale or exchange (excluding a transfer made by order of
condemnation or eminent domain) ®° that may be made only to a qualified organization, defined
as a Federal, State, or local government, or an agency or department thereof or a section
501(c)(3) organization that is organized and operated primarily to meet a qualified conservation
purpose. In addition, to be an eligible sale, the organization acquiring the property interest must
provide the taxpayer with a letter stating that the intent of such organization in acquiring the
property isto further a qualified conservation purpose and that any subsequent transfer of the
acquired interest will be to a qualified organization and made to protect the conservation purpose
in perpetuity. A qualified conservation purposeis: (1) the preservation of land areas for outdoor
recreation by, or the education of, the general public; (2) the protection of arelatively natural
habitat of fish, wildlife, or plants, or similar ecosystem; or (3) the preservation of open space
(including farmland and forest land) where the preservation is for the scenic enjoyment of the
general public or pursuant to a clearly delineated Federal, State, or local governmental
conservation policy and will yield asignificant public benefit.

Protection of conservation purposes

The proposal provides for the imposition of penalty excise taxes in appropriate cases
where a qualified organization fails to take steps consistent with the protection of conservation
purposes. If ownership or possession of the property istransferred by a qualified organization
other than to another qualified organization, or alegal restriction contained in an instrument of
conveyance that protects the qualified conservation purpose is removed, then: (1) a 20-percent
excise tax applies to the proceeds or fair market value of the property; (2) any realized gain or
income is subject to an additional excise tax imposed at the highest income tax rate applicable to
C corporations; and (3) any otherwise applicable non-recognition provisions of the Code shall
not apply to the transferor. The excise taxes shall apply to all casesinvolving the transfer of
ownership or possession of the property to atransferee that is not a qualified organization unless
the transferring qualified organization demonstrates to the satisfaction of the Secretary that
qualified conservation purposes will be protected in perpetuity. In the case of aremoval of a
legal restriction contained in an instrument of conveyance, the qualified organization must
demonstrate to the satisfaction of the Secretary that alater unexpected change in the conditions
surrounding the property makes retaining the conservation restriction impossible or impractical
and that any proceeds derived from the removal of the restriction will be used to further qualified
conservation purposes.

In the case of atransfer by a qualified organization to another qualified organization, the
transferee must provide the transferor at the time of the transfer aletter stating that the intent of
the transferee is to further a qualified conservation purpose and that any subsequent transfer of

%A sale or exchange made prior to the issuance of an order, but that is the result of a
threat of condemnation or eminent domain, may qualify for the exclusion.
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the acquired interest will be made to protect the conservation purpose in perpetuity, and the
transferee becomes subject to the excise tax provisions for subsequent transfers.

The proposal provides that the Secretary may require such reporting as may be necessary
or appropriate to further the purpose that any conservation use be in perpetuity.

Relationship with other provisions

In the case of an individual, the exclusion applies both for purposes of the regular tax and
the alternative minimum tax. In the case of a corporation, the present-law alternative minimum
tax provisions apply without modification.

If ataxpayer sellsareal property interest to a qualified organization for less than the
property’s fair market value, the amount of any charitable contribution deductionis determined
in accordance with the bargain sale rules,* and the taxpayer shall not fail to qualify for a
contribution deduction under those rules solely because the taxpayer derives atax benefit from
the partial exclusion of long-term capital gain fromthe sale. For example, if ataxpayer sells
qualifying land with afair market value of $100 and an adjusted basis of $10 to a qualified
organization for a sales price of $95 (or aternatively, for a sale price of $50), the taxpayer’s
basis of $10 shall be allocated between the sale and the contribution components of the transfer
under the bargain sale rules, and the tax savings resulting from the 25-percent exclusion of long-
term capital gain on the sale will not reduce the portion of the transfer treated as a charitable
contribution under the bargain sale rules. The present-law requirements applicable to the
charitable contribution component of the transfer, including, for example, the recordkeeping,
substantiation, and appraisal provisions of Treasury Regulations section 1.170A-13, must be
satisfied.

Effective Date

The proposal is effective for sales or exchanges occurring after the date of enactment.

* Sec. 1011(b) and Treas. Reg. sec. 1.1011-2.
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H. Cost Sharing Payments under the Partnersfor Fish and Wildlife Program
Present L aw

Under present law, gross income does not include the excludable portion of payments
made to taxpayers by federa and state governments for a share of the cost of improvements to
property under certain conservation programs. These programs include payments received under
(2) the rural clean water program authorized by section 208(j) of the Federal Water Pollution
Control Act, (2) the rural abandoned mine program authorized by section 406 of the Surface
Mining Control and Reclamation Act of 1977, (3) the water bank programauthorized by the
Water Bank Act, (4) the emergency conservation measures program authorized by title IV of the
Agricultural Credit Act of 1978, (5) the agriculture conservation program authorized by the Soil
Conservation and Domestic Allotment Act, (6) the great plains conservation program authorized
by section 16 of the Soil Conservation and Domestic Policy Act, (7) the resource conservation
and development program authorized by the Bankhead-Jones Farm Tenant Act and by the Sail
Conservation and Domestic Allotment Act, (8) the forestry incentives program authorized by
section 4 of the Cooperative Forestry Assistance Act of 1978, (9) any small watershed program
administered by the Secretary of Agriculture which is determined by the Secretary of the
Treasury or his delegate to be substantially similar to the type of programs described in items (1)
through (8), and (10) any program of a State, possession of the United States, a political
subdivision of any of the foregoing, or the District of Columbia under which payments are made
to individuas primarily for the purpose of conserving soil, protecting or restoring the
environment, improving forests, or providing a habitat for wildlife.

Description of Proposal

The proposal expands the types of qualified cost-sharing payments to include payments
under the Partners for Fish and Wildlife Program.

Effective Date

The proposal applies to payments received after the date of enactment.
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|. BasisAdjustment to Stock of S Corporation Contributing Property
Present L aw

Under present law, if an S corporation contributes money or other property to a charity,
each shareholder takes into account the shareholder’ s pro rata share of the contribution in
determining its own income tax liability.** A shareholder of an S corporation reduces the basis

in the stock of the S corporation by the amount of the charitable contribution that flows through
to the shareholder.®

Description of Proposal

The proposal provides that the amount of a shareholder’s basis reduction in the stock of
an S corporation by reason of a charitable contribution made by the corporation will be equal to
the shareholder’s pro rata share of the adjusted basis of the contributed property.

Thus, for example, assume an S corporation with one individual shareholder makes a
charitable contribution of stock with abasis of $200 and a fair market value of $500. The
shareholder will be treated as having made a $500 charitable contribution (or alesser amount if

the special rules of section 170(e) apply), and will reduce the basis of the S corporation stock by
$200.

Effective Date

The proposal applies to contributions made after the date of enactment.

%2 Sec. 1366(a)(1)(A).
® Sec. 1367(a)(2)(B).

“ SeeRev. Rul. 96-11 (1996-1 C.B. 140) for arule reaching asimilar result in the case
of charitable contributions made by a partnership.

27



J. Enhanced Deduction for Charitable Contributionsof Literary,
Musical, Artistic, and Scholarly Compositions

Present L aw

In the case of a charitable contribution of inventory or other ordinary-income or short-
term capital gain property, the amount of the deduction generally islimited to the taxpayer’s
basisin the property.® In the case of a charitable contribution of tangible personal property, the
deduction is limited to the taxpayer’ s basis in such property if the use by the recipient charitable
organization is unrelated to the organization’ s tax-exempt purpose. In casesinvolving
contributions of tangible persona property to a private foundation (other than certain private
foundations),” the amount of the deduction is limited to the taxpayer’s basis in the property.

Under present law, charitable contributions of literary, musical, and artistic compositions
created or prepared by the donor are considered ordinary income property and a taxpayer’s
deduction of such property islimited to the taxpayer’ s basis (typicaly, cost) in the property. A
charitable contribution of aliterary, musical, or artistic composition by a person other than the
person who created or prepared the work generally is eligible for afair market value deduction if
the donee organization’ s use of the property isrelated to such organization’s exempt purposes.

To be dligible for the deduction, the contributi on must be of an undivided portion of the
donor’s entire interest in the property.* For purposes of the charitable income tax deduction, the
copyright and the work in which the copyright is embodied are not treated as separate property
interests. Accordingly, if adonor owns awork of art and the copyright to the work of art, a gift
of the artwork without the copyright or the copyright without the artwork will constitute a gift of
a“partia interest” and will not qualify for the income tax charitable deduction.

Description of Proposal

The proposal provides that a deduction for “qualified artistic charitable contributions”
generally isincreased from the value under present law (generally, basis) to the fair market value
of the property contributed, measured at the time of the contribution. However, the amount of
the increase of the deduction provided by the proposal may not exceed the amount of the donor’s
adjusted gross income for the taxable year attributable to: (1) income from the sale or use of
property created by the personal efforts of the donor that is of the same type as the donated
property; and (2) income from teaching, lecturing, performing, or similar activities with respect
to such property. In addition, the increase to the present-law deduction provided by the proposal
may not be carried over and deducted in other taxable years.

The proposal defines a qualified artistic charitable contribution to mean a charitable
contribution of any literary, musical, artistic, or scholarly composition, or similar property, or the

*® Sec. 170(e) ().
% Sec. 170(e)(1)(B)(ii).
4 Sec. 170(f)(3).
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copyright thereon (or both) that meets certain requirements. First, the contributed property must
have been created by the personal efforts of the donor at least 18 months prior to the date of
contribution. Second, the donor must obtain a qualified appraisal of the contributed property, a
copy of which isrequired to be attached to the donor’ s income tax return for the taxable year in
which such contribution is made. The appraisal must include evidence of the extent (if any) to
which property created by the personal efforts of the taxpayer and of the same type as the
donated property is or has been owned, maintained, and displayed by certain charitable
organizations and sold to or exchanged by persons other than the taxpayer, donee, or any related
person. Third, the contribution must be made to a public charity or to certain limited types of
private foundations. Finally, the use of donated property by the recipient organization must be
related to the organization’ s charitable purpose or function, and the donor must receive a written
statement from the organization verifying such use.

Under the proposal, the tangible property and the copyright on such property are treated
as separate properties for purposes of the “partial interest’ rule; thus, a gift of artwork without
the copyright or a copyright without the artwork does not constitute a gift of a partial interest and
isdeductible. Contributions of letters, memoranda, or similar property that are written, prepared,
or produced by or for an individual while the individual is an officer or employee of any person
(including a government agency or instrumentality) do not qualify for afair market value
deduction unless the contributed property is entirely personal.

Effective Date

The deduction for qualified artistic charitable contributions applies to contributions made
after the date of enactment.
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K. Exclusion for Certain Mileage Reimbursementsto Charitable Volunteers
Present L aw

Unreimbursed out-of-pocket expenditures made incident to providing donated services to
aqualified charitable organization -- such as out-of-pocket transportation expenses necessarily
incurred in performing donated services-- may constitute an itemized deduction for charitable
contributions.® No charitable contribution deduction is allowed for traveling expenses
(including expenses for meals and lodging) while away from home, whether paid directly or by
reimbursement, unless there is no significant element of personal pleasure, recreation, or
vacation in such travel.®® In determining the amount treated as a charitable contribution where a
taxpayer operates a vehicle in providing servicesto a charity, the taxpayer either may deduct
actual out-of-pocket expenditures or may use the charitable standard mileage rate. The taxpayer
may also deduct (under either computation method), any parking fees and tollsincurred in
rendering the services, but may not deduct any amount (regardless of the computation method
used) for general repair or maintenance expenses, depreciation, insurance, registration fees, etc.

The charitable standard mileage rate is set by statute at 14 cents per mile® The standard
mileage rate for charitable purposesis lower that the standard business rate because the
charitable rate covers only the out-of-pocket operating expenses (including gasoline and oil)
directly related to the use of the car in performing the donated services that a taxpayer may
deduct as a charitable contribution. The charitable rate does not include costs that are not
deductible as a charitable contribution such as general repair or maintenance expenses,
depreciation, insurance, and registration fees. Such costs are, however, included in computing
the business standard mileage rate (the rate allowed for business use of an automobile), whichis
36 cents per mile.

Volunteer drivers who are reimbursed for mileage expenses have taxable income to the
extent the reimbursement exceeds deductible travel expenses. Employees who are reimbursed
for mileage expenses under a qualified arrangement that pays a mileage allowance in lieu of
reimbursing actual expenses generally have taxable income to the extent the reimbursement
exceeds the amount of the business standard mileage rate multiplied by the actual business miles.

Description of Proposal

Under the proposal, reimbursement by an organization described in section 170(c)
(including public charities and private foundations) to a volunteer for the costs of using an
automobile in connection with providing donated services is excludable from the gross income
of the volunteer, provided that (1) the reimbursement does not exceed the business standard
mileage rate prescribed for business use (as periodically adjusted), and (2) recordkeeping
requirements applicable to deductible business expernses are satisfied. The proposal does not

* Treas. Reg. sec. 1.170A-1(g).
® Sec. 170()).
® Sec. 170(i).
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permit a volunteer to claim a deduction or credit with respect to excludible expenses.
Information reporting required by section 6041 is not required with respect to reimbursements
excluded under the proposal.

Effective Date

The proposal is effective for taxable years beginning after the date of enactment.
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II. PROPOSALS IMPROVING THE OVERSIGHT OF TAX-EXEMPT ORGANIZATIONS
A. Disclosure of Written Deter minations
Present L aw
|n general

Three provisions of present law govern the disclosure of information relating to tax-
exempt organizations. First, section 6103 provides a genera rule that tax returns and return
information generally are not subject to disclosure unless authorized by the Code.>* Second, in
order to allow the public to scrutinize the activities of tax-exempt organizations, section 6104
grants an exception to the confidentiality rule of section 6103 for certain categories of tax-
exempt organization documents and information. Third, section 6110 provides that written
determinations by the IRS and related background file documents generally are open to public
inspection in redacted form. Section 6110 does not apply to any matter to which section 6104

applies>

Disclosur e of applications for recognition of tax exemption and annual infor mation returns

Under present law, the IRS is required to make approved applications for recognition of
tax-exempt status (and certain related documents)™ and annual information returns (Form 990 or
Form 990-PF) available for public inspection, except that the IRS is not authorized to disclose
the names and addresses of contributors (other than contributors to a private foundation).

The Secretary may withhold disclosure of certain information described in an
organization’s application for tax-exempt status if disclosure would: (1) divulge atrade secret,
patent, process, style of work, or apparatus of the organization, and the Secretary determines that
such disclosure would harm the organization; or (2) that the Secretary determineswould harm
the national defense.® The organization must apply to the Commissioner for a determination
that the disclosure would violate one of these criteria. The organization will be given 15 daysto
contest an adverse determination before the infornmetion is made available for public

inspection.>

! Sec. 6103(a).
%2 Sec. 6110(1)(1).

% Section 6104(a)(1)(A) provides that “any papers submitted in support of” an
application for tax-exempt status must be available for inspection. Treasury regulations limit the
definition of supporting documents to papers submitted by the organization. Treas. Reg. sec.
301.6104(a)-1(e).

* Sec. 6104(a)(1)(D).

* Treas. Reg. sec. 301.6104(a)-5(a)(1).
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Disclosur e of written deter minations

Section 6110 provides that the text of any written determination by the IRS and related
background file document is open to public inspection.® The term “written determiretion”
means a ruling, determination letter, technical advice memorandum, or Chief Counsel advice.
Closing agreements, which are final and conclusive written agreements entered into by the IRS
and ataxpayer in order to settle the taxpayer’ s tax liability with respect to ataxable year, do not
constitute written determinations.”’

Before releasing any written determination or background file document, the IRS must
delete identifying details of the person about whom the written determination pertains and
certain other private information. *®

The application of section 6110 to guidance relating to tax-exempt organizationsis
limited to written determinations unrelated to an organization’ s tax-exempt status. Section
6110(1)(2) provides, “this section shall not apply to any matter to which section 6104 applies.”
The regulations under section 6110 clarify which matters are within the ambit of section 6104
and, therefore, are not subject to disclosure under section 6110:

[a]lny application filed with the Internal Revenue Service with respect to the
gualification or exempt status of an organization . . .; any document issued by the
Internal Revenue Service in which the qualification or exempt status of an
organizationis. . . granted, denied or revoked or the portion of any document in
which technical advice with respect thereto is given to adistrict director; . . . the
portion of any document issued by the Internal Revenue Servicein which is
discussed the effect on the qualification or exempt status of an organization . . . of
proposed transactions by such organization . . . ; and any document issued by the
Internal Revenue Service in which is discussed the qualification or status of a
[private foundation or private operating foundation].>

In addition, the regulations under section 6104 provide that some documents relating to
tax exemption that are not open to public inspection under section 6104(a)(1)(A) are nevertheless
“within the ambit” of section 6104 for purposes of the disclosure provisions of section 6110.%

% Sec. 6110(8). A background file document includes the request for awritten
determination, any written material submitted by the taxpayer in support of the request, and any
communications between the IRS and other persons in connection with the written determination
received before issuance of the written determination. Sec. 6110(b)(2).

> Sec. 6103(b)(2)(D); sec. 6110(b)(1)(B).
* Sec. 6110(c).
® Treas. Reg. sec. 301.6110-1(a).

® Treas. Reg. sec. 301.6104(a)-1(i).
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The regulation explains that the following documents are, therefore, not available for public
inspection under either section 6104 or 6110:

(1)

2)

(3)

(4)

(5)

(6)

unfavorable rulings or determination letters issued in response to applications for
tax exemption;

rulings or determi nation |etters revoking or modifying a favorable determination
|etter;

technical advice memoranda relating to a disapproved application for tax
exemption or the revocation or modification of afavorable determination letter;

any letter or document filed with or issued by the IRS relating to whether a
proposed or accomplished transaction is a prohibited transaction under section
503;

any letter or document filed with or issued by the IRS relating to an organization’s
status as a private foundation or private operating foundation, unless the letter or
document relates to the organization’ s application for tax exemption; and

any other letter or document filed with or issued by the IRS which, athough it
relates to an organization’ s tax exempt status as an organzation described in
section 501(c), does not relate to that organization’s application for tax
exemption.®

The effect of these limitations is that written determinations relating to exempt status
issues are not released, even in redacted form. The IRS does, however, release under section
6110 written determinations issued to tax-exempt organizations that include issues that clearly
are not within the ambit of section 6104, such as the application of the unrelated business income
tax to a particular proposed transaction.

Description of Proposal

The proposal provides that the provisions of section 6110 apply to written determinations
and related background file documents relating to an organization described in section 501(c) or
(d) (including any written determination denying an organization exempt status under such
subsection), or to a political organization described in section 527, that are not required to be
disclosed by section 6104(a)(1)(A).

Effective Date

The proposal is effective for written determinations issued after the date of enactment.

4.



B. Disclosureof Internet Web Site and Name
Under Which Organization Does Business

Present L aw

Most types of tax-exempt organizations are required to file annually an information
return.® The Internal Revenue Code does not specifically require an exempt organization to
furnish on the applicable information return any name under which the organization operates or
does business, if such name differs from the legal name of the organization, or the organization’s
Internet web site address, if any.®

Description of Proposal

The proposal requires a tax-exempt organization subject to reporting requirements under
section 6033(a) to include on its annual return any name under which such organization operates
or does business, and the Internet web site address (if any) of such organization.

Effective Date

The proposal appliesto returns filed after December 31, 2003.

% Sec. 6033(a). See, e.g., Form 990 -- Return of Organization Exempt From Income
Tax. An organization that is required to file Form 990, but that has gross receipts of less than
$100,000 during its taxable year, and total assets of |ess than $250,000 at the end of its taxable
year, may file Form 990-EZ instead of Form 990. Private foundations are required to file Form
990-PF rather than Form 990.

% The IRS requires disclosure of an organization’s Internet web site address on Forms
990 and 990-EZ.
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C. Modification to Reporting of Capital Transactions
Present L aw

Private foundations are required to file an annual information return (Form 990-PF).%
Part IV of the Form 990-PF requires that private foundations report detailed information
regarding the gain or loss from the sale or other disposition of property, including a description
of the property sold, how it was acquired (purchase or donation), the date acquired, the date sold,
the gross sales price, the amount of depreciation allowed or allowable, and the cost or other basis
plus expenses of the sale. Such information generally is required for the IRS to calculate the tax
on the private foundation’s net investment income. The Form 990-PF is required to be made
available to the public.

Description of Proposal

The proposal requires that any information regarding capital gains and losses with regard
to securities transactions on alisted exchange that is required to be furnished by private
foundations in order to calculate the tax on net investment income be furnished also in summary
form.

In addition, information regarding capital gains and losses with regard to securities
transactions on alisted exchange required to be filed with the IRS but that is not in summary
form is not required to be made available to the public by the IRS or by the private foundation
except by the explicit request of a member of the public to the IRS or to the foundation. A
member of the public may request disclosure of such information from the Secretary, who shall
prescribe the manner of making such request and the manner of disclosure. A member of the
public also may request disclosure of the private foundation, which must be made in person or in
writing. If the request is made in person, the foundation shall provide a copy of the information
immediately and, if the request is made in writing, the foundation shall provide the information
within 30 days.

The proposal also provides that private foundations are required to state on the furnished
summary that the more detailed description is available upon request.

Effective Date

The proposal appliesto returns filed after December 31, 2003.

® Sec. 6033(a).
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D. Disclosurethat Form 990 is Publicly Available
Present L aw

Under present law, there is no requirement that the IRS notify the public that the Form
990 is publicly available.

Description of Proposal

The proposal requires the IRS to notify the public in appropriate publications and other
materials of the extent to which Form 990, Form 990-EZ, or Form 990-PF are publicly available.

Effective Date

The proposal applies to publications or materialsissued or revised after the date of
enactment.
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E. Disclosureto State Officials of Proposed Actions
Related to Section 501(c) Organizations

Present L aw

In the case of organizations that are described in section 501(c)(3) and exempt from tax
under section 501(a) or that have applied for exemption as an organi zation so described, present
law (sec. 6104(c)) requires the Secretary to notify the appropriate State officer of (1) arefusal to
recognize such organization as an organization described in section 501(c)(3), (2) arevocation of
a section 501(c)(3) organization’s tax-exempt status, and (3) the mailing of a notice of deficiency
for any tax imposed under section 507, chapter 41, or chapter 42.%° In addition, at the request of
such appropriate State officer, the Secretary is required to make available for inspection and
copying, such returns, filed statements, records, reports, and other information relating to the
above-described disclosures, as are relevant to any State law determination. An appropriate
State officer is the State attorney general, State tax officer, or any State official charged with
overseeing organizations of the type described in section 501(c)(3).

In general, return and return information (as such terms are defined in sec. 6103(b)) is
confidential and may not be disclosed or inspected unless expressly provided by law® Present
law requires the Secretary to keep records of disclosures and requests for inspection®™ and
requires that persons authorized to receive return and return information maintain various
safeguards to protect such irformation against unauthorized disclosure.® Willful unauthorized
disclosure or inspection of return or return information is subject to a fine and/or imprisonment. ®
The knowing or negligent unauthorized inspection or disclosure of returns or return information
gives the taxpayer aright to bring acivil suit.” Such present-law protections against
unauthorized disclosure or inspection of return and return information do not apply to the
disclosures or inspections, described above, that are authorized by section 6104(c).

% The applicable taxes include the termination tax on private foundations; taxes on
public charities for certain excess lobbying expenses; taxes on a private foundation’ s net
investment income, self-dealing activities, undistributed income, excess business holdings,
investments that jeopardize charitable purposes, and taxable expenditures (some of these taxes
also apply to certain non-exempt trusts); taxes on the political expenditures and excess benefit
transactions of section 501(c)(3) organizations; and certain taxes on black lung benefit trusts and
foreign organizations.

% Sec. 6103(a).

% Sec. 6103(p)(3).

% Sec. 6103(p)(4).

% Secs. 7213 and 7213A.

0 Sec, 7431.
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Description of Proposal

The proposal provides that upon written request by an appropriate State officer, the
Secretary may disclose: (1) anotice of proposed refusal to recognize an organization as a section
501(c)(3) organization; (2) anotice of proposed revocation of tax-exemption of a section
501(c)(3) organization; (3) the issuance of a proposed deficiency of tax imposed under section
507, chapter 41, or chapter 42; (4) the names, addresses, and taxpayer identification numbers of
organi zations that have applied for recognition as section 501(c)(3) organizations; and (5) returns
and return information of organizations with respect to which information has been disclosed
under (1) through (4) above.”* Disclosure or inspection is permitted for the purpose of, and only
to the extent necessary in, the administration of State laws regulating section 501(c)(3)
organizations, such aslaws regulating tax-exempt status, charitable trusts, charitable solicitation,
and fraud. Disclosure or inspection may be made only to or by designated representatives of the
appropriate State officer, which does not include any contractor or agent. The Secretary also is
permitted to disclose or open to inspection the return and return information of an organization
that is recognized as tax-exempt under section 501(c)(3), or that has applied for such recognition,
to an appropriate State officer if the Secretary determines that disclosure or inspection may
facilitate the resolution of Federal or State issues relating to the tax-exempt status of the
organization. For this purpose, appropriate State officer means the State attorney general or any
other State official charged with overseeing organizations of the type described in section
501(c)(3).

In addition, the proposal provides that upon the written request by an appropriate State
officer, the Secretary may make available for inspection or disclosure returns and return
information of an organization described in section 501(c)(2) (certain title holding companies),
501(c)(4) (certain social welfare organizations), 501(c)(6) (certain business leagues and similar
organizations), 501(c)(7) (certain recreational clubs), 501(c)(8) (certain fraternal organizations),
501(c)(10) (certain domestic fraternal organizations operating under the lodge system), and
501(c)(13) (certain cemetery companies). Such return and return information is available for
inspection or disclosure only for the purpose of, and to the extent necessary in, the administration
of State laws regulating the solicitation or administration of the charitable funds or charitable
assets of such organizations. Disclosure or inspection may be made only to or by designated
representatives of the appropriate State officer, which does not include any contractor or agent.
For this purpose, appropriate State officer means the State attorney general and the head of an
agency designated by the State attorney general as having primary responsibility for overseeing
the solicitation of funds for charitable purposes of such organizations.

In addition, the proposal provides that any return and return information disclosed under
section 6104(c) may be disclosed in civil administrative and civil judicial proceedings pertaining
to the enforcement of State laws regulating the applicable tax-exempt organization in a manner
prescribed by the Secretary. Returns and return information are not to be disclosed under section
6104(c), or in such an administrative or judicial proceeding, to the extent that the Secretary
determines that such disclosure would seriously impair Federal tax administration. The proposal

™ Such returns and return information also may be open to inspection by an appropriate
State officer.
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makes disclosures of returns and return information under section 6104(c) subject to the
disclosure, recordkeeping, and safeguard provisions of section 6103, including the requirements
that such information remain confidential (sec. 6103(a)(2)), that the Secretary maintain a
permanent system of records of requests for disclosure (sec. 6103(p)(3)), and that the appropriate
State officer maintain various safeguards that protect against unauthorized disclosure (sec.
6103(p)(4)). The proposal provides that the willful unauthorized disclosure of returns or return
information described in section 6104(c) is afelony subject to afine of up to $5,000 and/or
imprisonment of up to five years (sec. 7213(a)(2)), the willful unauthorized inspection of returns
or return information described in section 6104(c) is subject to afine of up to $1,000 and/or
imprisonment of up to one year (sec. 7213A), and provides the taxpayer the right to bring a civil
action for damages in the case of knowing or negligent unauthorized disclosure or inspection of
such information (sec. 7431(a)(2)).

Effective Date

The proposal is effective on the date of enactment but does not apply to requests made
before such date.
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F. Expansion of Penaltiesto Preparersof Form 990
Present L aw

Under present law, income tax return preparers are subject to a penalty of $250 with
respect to any return if a portion of an understatement of tax liability is due to a position for
which there was not a realistic possibility of success on the merits, the preparer knew or
reasonably should have known of the position, and the position was not disclosed or was
frivolous.” In addition, present law imposes a penalty on income tax return preparers of $1,000
with respect to atax return if a portion of an understatement of tax liability is due to awillful
attempt to understate liability or to reckless or intentional disregard of rules or regulations.”

Description of Proposal

The proposal providesthat a preparer (for compensation) of an information return of an
exempt organization is subject to a penalty of $250 if the preparer omits or misrepresents any
information with respect to such return that was known or should have been known by the
preparer. The penalty does not apply to minor, inadvertent omissions.

In addition, a preparer of such an information return is subject to a penalty of $1,000 if
the preparer recklessly or intentionally misrepresents any information or recklessly or
intentionally disregards any rule or regulation with respect to such return. With respect to any
return, the $1,000 penalty is reduced by the amount of any penalty paid by such person with
respect to the return for omissions and misrepresentations (the $250 penalty imposed by the
proposal) or a penalty imposed by section 6694.

Effective Date

The proposal is effective for documents prepared after the date of enactment.

"2 Sec. 6694(a).

™ Sec. 6694(b).
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G. Notification Requirement for Exempt Entities not Currently Required to File
an Annual Information Return

Present L aw

Under present law, the requirement that an exempt organization file an annual
information return does not apply to several categories of exempt organizations. Organizations
excepted from the filing requirement include organizations (other than private foundations), the
gross receipts of which in each taxable year normally are not more than $25,000.” Also exempt
from the requirement are churches, their integrated auxiliaries, and conventions or associations
of churches; the exclusively religious activities of any religious order; section 501(c)(1)
instrumentalities of the United States; section 501(c)(21) trusts; an interchurch organization of
local units of achurch; certain mission societies; certain church-affiliated elementary and high
schools; certain state institutions whose income is excluded from gross income under section
115; certain governmental units and affiliates of governmental units; and organizations that the
IRS has relieved from the filing requirement pursuant to its statutory discretionary authority.

Description of Proposal

The proposal provides that organizations that are excused from filing an information
return by reason of normally having gross receipts in each taxable year of not more than $25,000
shall furnish to the Secretary annually the legal name of the organization, any name under which
the organization operates or does business, the organization’s mailing address and Internet web
site address (if any), the organization’ s taxpayer identification number, the name and address of a
principal officer, and evidence of the organization’s continuing basis for its exemption from the
generally applicable information return filing requirements. Upon such organization’s
termination of existence, the organization is required to furnish notice of such termination.

The proposal providesthat if an organization fails to provide the required notice for three
consecutive years, the organization’ s tax-exempt status is revoked. If upon reapplication for tax-
exempt status, the organization shows to the satisfaction of the Secretary reasonable cause for
failing to file the required annual notices, the organization’ s tax-exempt status will be reinstated
retroactive to the date of revocation. An organization may not challenge under the Code’'s
declaratory judgment procedures (section 7428) arevocation of tax-exemption made pursuant to
the proposal. Thereisno monetary penalty for failure to file the notice. The proposal does not
require that the notices be made available to the public under the public disclosure and inspection
rules generally applicable to exempt organizations.

™ Sec. 6033(a)(2); Treas. Reg. sec. 1.6033-2(a)(2)(i); Treas. Reg. sec. 1.6033-2(g)(1).
Sec. 6033(a)(2)(A)(ii) provides a $5,000 annual gross receipts exception from the annual
reporting requirements for certain exempt organizations. In Announcement 82-88, 1982-25
|.R.B. 23, the IRS exercised its discretionary authority under section 6033 to increase the gross
receipts exception to $25,000, and enlarge the category of exempt organizations that are not
required to file Form 990.

42



The Secretary is required to notify in atimely manner every organization that is subject
to the filing requirement of the new filing obligation. The notice shall be by mail, in the case of
any organization the identity and address of which isincluded in the list of exempt organizations
maintained by the Secretary, and by Internet or other means of outreach, in the case of any other
organization. The Secretary is authorized to publish alist of organizations whose exempt status
isrevoked under the proposal.

Effective Date

The proposal is effective for notices with respect to annual periods beginning after 2003.
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H. Suspension of Tax-Exempt Statusof Terrorist Organizations
Present L aw

Under present law, the Internal Revenue Service generally issues a letter revoking
recognition of an organization’ s tax-exempt status only after (1) conducting an examination of
the organization, (2) issuing a letter to the organization proposing revocation, and (3) allowing
the organization to exhaust the administrative appeal rights that follow the issuance of the
proposed revocation letter. In the case of an organization described in section 501(c)(3), the
revocation letter immediately is subject to judicia review under the declaratory judgment
procedures of section 7428. To sustain arevocation of tax-exempt status under section 7428, the
IRS must demonstrate that the organization is no longer entitled to exemption. Thereisno
procedure under current law for the IRS to suspend the tax-exempt status of an organization.

To combat terrorism, the Federal government has designated a number of organizations
as terrorist organizations or supporters of terrorism under the Immigration and Nationality Act,
the International Emergency Economic Powers Act, and the United Nations Participation Act of
1945.

Description of Proposal

The proposal suspends the tax-exempt status of an organization that is exempt from tax
under section 501(a) for any period during which the organization is designated or identified by
U.S. Federa authorities as aterrorist organization or supporter of terrorism. The proposal also
makes such an organization ineligible to apply for tax exemption under section 501(a). The
period of suspension runs from the date the organization is first designated or identified to the
date when all designations or identifications with respect to the organization have been rescinded
pursuant to the law or Executive order under which the designation or identification was made.

The proposal describes aterrorist organization as an organization that has been
designated or otherwise individually identified (1) as aterrorist organization or foreign terrorist
organization under the authority of section 212(a)(3)(B)(vi)(Il) or section 219 of the Immigration
and Nationality Act; (2) in or pursuant to an Executive order that is related to terrorism and
issued under the authority of the International Emergency Economic Powers Act or section 5 of
the United Nations Participation Act for the purpose of imposing on such organization an
economic or other sanction; or (3) in or pursuant to an Executive order that refersto the proposal
and isissued under the authority of any Federal law if the organization is designated or otherwise
individually identified in or pursuant to such Executive order as supporting or engaging in
terrorist activity (as defined in section 212(a)(3)(B) of the Immigration and Nationality Act) or
supporting terrorism (as defined in section 140(d)(2) of the Foreign Relations Authorization Act,
Fiscal Years 1988 and 1989). During the period of suspension, no deduction for any
contribution to aterrorist organization is allowed under section 170, 545(b)(2), 556(b)(2), 642(c),
2055, 2106(a)(2), or 2522.

No organization or other person may challenge, under section 7428 or any other
provision of law, in any administrative or judicial proceeding relating to the Federal tax liability
of such organization or other person, the suspension of tax-exemption, the ineligibility to apply



for tax-exemption, a designation or identification described above, the timing of the period of
suspension, or adenial of deduction described above. The suspended organization may maintain
other suits or administrative actions against the agency or agencies that designated or identified
the organization, for the purpose of challenging such designation or identification (but not the
suspension of tax-exempt status under this provision).

If the tax-exemption of an organization is suspended and each designation and
identification that has been made with respect to the organization is determined to be erroneous
pursuant to the law or Executive order making the designation or identification, and such
erroneous designation results in an overpayment of income tax for any taxable year with respect
to such organization, a credit or refund (with interest) with respect to such overpayment shall be
made. If the operation of any law or rule of law (including res judicata) prevents the credit or
refund at any time, the credit or refund may nevertheless be allowed or made if the claim for
such credit or refund is filed before the close of the one-year period beginning on the date that
the last remaining designation or identification with respect to the organization is determined to
be erroneous.

The proposal directs the IRS to update the listings of tax-exempt organizations to take
account of organizations that have had their exemption suspended and to publish notice to
taxpayers of the suspension of an organization’s tax-exemption and the fact that contributions to
such organization are not deductible during the period of suspension.

Effective Date

The proposal is effective on the date of enactment.
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1. OTHER CHARITABLE AND EXEMPT ORGANIZATION PROPOSALS

A. Modify Tax on Unrelated Business Taxable
Income of Charitable Remainder Trusts

Present L aw

Charitable remainder annuity trusts and charitable remainder unitrusts are exempt from
Federal income tax for atax year unless the trust has any unrelated business taxable income for
the year. Unrelated business taxable income includes certain debt financed income. A charitable
remainder trust that loses exemption from income tax for a taxable year is taxed as a regular
complextrust. As such, the trust is allowed a deduction in computing taxable income for
amounts required to be distributed in a taxable year, not to exceed the amount of the trust’s
distribu;tsable net income for the year. Taxes imposed on the trust are required to be allocated to
corpus.

Distributions from a charitable remainder annuity trust or charitable remainder unitrust
are treated in the following order as: (1) ordinary income to the extent of the trust’s current and
previously undistributed ordinary income for the trust’s year in which the distribution occurred,
(2) capital gainsto the extent of the trust’s current capital gain and previously undistributed
capital gain for the trust’s year in which the distribution occurred, (3) other income (e.g., tax-
exempt income) to the extent of the trust’s current and previously undistributed other income for
the trust’s year in which the distribution occurred, and (4) corpus.”™

In general, distributions to the extent they are characterized as income are includible in
the income of the beneficiary for the year that the annuity or unitrust amount is required to be
distributed even though the annuity or unitrust amount is not distributed until after the close of
the trust’ s taxable year.”

A charitable remainder annuity trust isatrust that is required to pay, at least annually, a
fixed dollar amount of at least five percent of the initial value of the trust to a noncharity for the
life of anindividual or for aperiod of 20 years or less, with the remainder passing to charity. A
charitable remainder unitrust is atrust that generally is required to pay, at least annually, afixed
percentage of at least five percent of the fair market value of the trust’ s assets determined at least
annually to a noncharity for the life of an individual or for a period 20 years or less, with the
remainder passing to charity.”

A trust does not qualify as a charitable remainder annuity trust if the annuity for ayear is
greater than 50 percent of the initial fair market value of the trust’s assets. A trust does not

™ Treas. Reg. sec. 1.664-1(c)(2).
7 Sec. 664(b).
 Treas. Reg. sec. 1.664-1(d)(4).
® Sec. 664(d).
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qualify as a charitable remainder unitrust if the percentage of assets that are required to be
distributed at least annually is greater than 50 percent. A trust does not qualify as a charitable
remainder annuity trust or a charitable remainder unitrust unless the value of the remainder
interest in thetrust is at least 10 percent of the value of the assets contributed to the trust.

Description of Proposal

The proposal imposes a 100-percent excise tax on the unrelated business taxable income
of acharitable remainder trust. This replaces the present-law rule that takes away the income tax
exemption of a charitable remainder trust for any year in which the trust has any unrelated
business taxable income. Consistent with present law, the tax is treated as paid from corpus.
The unrelated business taxable income is considered income of the trust for purposes of
determining the character of the distribution made to the beneficiary.

Effective Date

The proposal is effective for taxable years beginning after December 31, 2002.
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B. Modify Tax Treatment of Certain Paymentsto Controlling Exempt Organizations
Present L aw

In general, interest, rents, royalties, and annuities are excluded from the unrelated
business income of tax-exempt organizations. However, section 512(b)(13) generaly treats
otherwise excluded rent, royalty, annuity, and interest income as unrelated business income if
such income is received from ataxable or tax-exempt subsidiary that is 50 percent controlled by
the parent tax-exempt organization. In the case of a stock subsidiary, “control” means ownership
by vote or value of more than 50 percent of the stock. In the case of a partnership or other entity,
control means ownership of more than 50 percent of the profits, capital or beneficial interests.

In addition, present law applies the constructive ownership rules of section 318 for purposes of
section 512(b)(13). Thus, a parent exempt organization is deemed to control any subsidiary in
which it holds more than 50 percent of the voting power or value, directly (asin the case of a
first-tier subsidiary) or indirectly (asin the case of a second-tier subsidiary).

Under present law, interest, rent, annuity, or royalty payments made by a controlled
entity to atax-exempt organization are includable in the latter organization’s unrelated business
income and are subject to the unrelated business income tax to the extent the payment reduces
the net unrelated income (or increases any net unrelated loss) of the controlled entity (determined
asif the entity were tax exempt).

The Taxpayer Relief Act of 1997 (the “1997 Act”) made several modifications to the
control requirement of section 512(b)(13). In order to provide transitiona relief, the changes
made by the 1997 Act do not apply to any payment received or accrued during the first two
taxable years beginning on or after the date of enactment of the 1997 Act (August 5, 1997) if
such payment is received or accrued pursuant to a binding written contract in effect on June 8,
1997, and at all times thereafter before such payment (but not pursuant to any contract provision
that permits optional accelerated payments).

Description of Proposal

The proposal provides that the general rule of section 512(b)(13), which includes interest,
rent, annuity, or royalty payments made by a controlled entity to a tax-exempt organization in the
latter organization’s unrelated business income to the extent the payment reduces the net
unrelated income (or increases any net unrelated loss) of the controlled entity, applies only to the
portion of payments received or accrued in ataxable year that exceed the amount of the specified
payment that would have been paid or accrued if such payment had been determined under the
principles of section 482. Thus, if a payment of rent by a controlled subsidiary to its tax-exempt
parent organization exceeds fair market value, the excess amount of such payment over fair
market value (as determined in accordance with section 482) isincluded in the parent
organization’s unrelated business income, to the extent that such excess reduced the net unrelated
income (or increased any net unrelated loss) of the controlled entity (determined asif the entity
were tax exempt). In addition, the provision imposes a 20-percent penalty on the larger of such
excess determined without regard to any amendment or supplement to areturn of tax, or such
excess determined with regard to al such amendments and supplements.
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The proposal provides that if modifications to section 512(b)(13) made by the 1997 Act
did not apply to a contract because of the transitional relief provided by the 1997 Act, then such
modifications also do not apply to amounts received or accrued under such contract before
January 1, 2001.

Effective Date

The proposal appliesto payments received or accrued after December 31, 2000.
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C. Simplification of Lobbying Expenditure Limitation
Present L aw
In general

An organization does not qualify for tax-exempt status under section 501(c)(3) unless “no
substantial part” of the activities of the organization is“carrying on propaganda, or otherwise
attempting, to influence legislation,” except as provided by section 501(h).” Carrying on
propaganda and attempting to influence legislation commonly are referred to as “lobbying”
activities. Thus, section 501(c)(3) permits alimited amount of lobbying activity without |0ss of
tax-exempt status.

For purposes of determining whether lobbying activities are a substantial part of an
organization’s overall functions, an organization generally may choose between two standards,
the “no substantial part” test of section 501(c)(3) or the “expenditure’ test of section 501(h).

Whether an organization meets the “no substantial part” test is based on all the facts and
circumstances. Thereis no statutory or regulatory guidance, and it is not clear whether the
determination is based on the organization’s activities, its expenditures, or both. Alternatively,
under section 501(h), certain organizations described in section 501(c)(3) can elect to be subject
to the expenditure test,® which consists of bright-line rules that specify the dollar amount of
permitted expenditures on lobbying activities.

Consequences of excess lobbying under section 501(h)

Organizations that make a section 501(h) election (“electing charities’) are subject to tax
if the electing charity makes either “lobbying expenditures’ or “grass roots expenditures’ in
excess of a certain amount established for each type of expenditure for each taxable year.

L obbying expenditures are the sum of grass-roots expenditures and “direct |obbying”
expenditures.®

The expenditure limits are based on a “lobbying nontaxable amount” for the taxable year
and a “grass roots nontaxable amount” for the taxable year. The lobbying nontaxable amount is
the lesser of $1 million or an amount determined as a percentage of an organization’s exempt
purpose expenditures.® The grass-roots nontaxable amount is 25 percent of the organization’s

" Sec. 501(c)(3).

¥ Organizations that do not make a section 501(h) election are subject to the “no
substantial part” test.

8 Secs, 501(h)(2)(A), 4911(c)(1), 4911(d).

& Exempt purpose expenditures generally are expenses incurred for exempt purposes,
such as amounts paid to accomplish exempt purposes, administrative expenses such as overhead,
lobbying expenses, and certain fundraising expenses. Exempt purpose expenditures do not
include, for example, expenses not for exempt purposes, payments of unrelated business income
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lobbying nontaxable amount. An electing charity that exceeds either of the spending limitations
is subject to a 25 percent tax on the excess. An electing charity that exceeds both of the spending
limitations is subject to a 25 percent tax on the greater of the excess of the lobbying expenditures
or the grass-roots expenditures.

An electing charity that normally exceeds either of two “ceiling amounts,” which are
based on the expenditure limits, will lose its tax exemption.® The “lobbying ceiling amount” is
150 percent of the electing charity’ s lobbying nontaxable amount for the taxable year and the
“grass roots ceiling amount” is 150 percent of the grass-roots nontaxable amount for the taxable
year. For this purpose, “normal” expenditures are calculated based on afour-year averaging
mechanism.®

Definitions

Grass-roots expenditures are defined as “any attempt to influence any legislation through
an attempt to affect the opinions of the general public or any segment thereof.”® For a
communication to constitute grass-roots lobbying, it must refer to “specific legisation,” reflect a
view on such legislation, and encourage the recipient of the communication to take action with
respect to such legislation (a“call to action”).* A communication includes acall to action if it
incorporates one of four elements: (1) it urges the recipient to contact alegislator, employee of a
government body, or any other government official or employee who may participate in the
formulation of legislation with the principal purpose of influencing legidlation; (2) it states the
address, telephone number, or similar information of alegislator or an employee of alegidlative
body; (3) it provides a petition, tear-off postcard, or similar device for the recipient to
communicate with government officials or employees who participate in the formulati on of
legislation with the principal purpose of influencing legislation; or (4) it states the position of one
or more legidators on the legislation, except that a communication may name the main sponsors
of legislation for purposes of identifying the legislation without constituting a call to action.?” In

tax, or capital expensesin connection with an unrelated business. See Treas. Reg. sec. 56.4911-
4,

8 Sec. 501(h)(1).

# Treas. Reg. sec. 1.501(h)-3.

% Secs. 501(h)(2)(C) & 4911(d)(1)(A).
% Treas. Reg. sec. 56.4911-2(b)(2)(i).

% Treas. Reg. sec. 56.4911-2(b)(2)(iii). The regulations provide that the first three
elements constitute “ direct” encouragement, whereas the fourth element is “indirect”
encouragement. This distinction becomes relevant in determining whether a communication
meets one of the prescribed exceptions to lobbying, i.e., an indirect call to action in a grass-roots
communication may qualify as “nonpartisan analysis, study or research” (Treas. Reg. sec.
56.4911-2(b)(2)(iv)), and in determining the proper allocation of expenses between grass-roots
and direct lobbying. Treas. Reg. sec. 56.4911-5(e).
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addition, a communication is presumed to be grass-roots lobbying if the communication is a paid
advertisement that: (1) appears in the mass media within two weeks before a vote by alegidative
body or committee (but not a subcommittee) on a highly publicized piece of legidation; (2)
reflects a view on the general subject of the legidlation; and (3) either refers to the legidation or
encourages the public to communicate with legislators on the general subject of such
legislation.® The presumption is rebuttable if the electing charity demonstrates that the timing

of the communication was not related to the legidation or that the advertisement was of atype
regularly made by the electing charity without regard to the timing of the legislation (a
customary course of business exception).®

Direct lobbying expenditures are “any attempt to influence any legislation through
communication with any member or employee of alegidative body, or with any government
official or employee who may participate in the formulation of the legislation” if the principal
purpose of the communication is to influence legislation.® A communication would constitute
direct lobbying only if the communication “refers to specific legislation” and reflects aview on
such legidation.

Certain specified activities do not constitute attempts to influence legislation and
therefore expenditures for such activities are not subject to the expenditure limits for lobbying
expenditures or grass-roots expenditures. In general, such activitiesinclude: (1) making
available the results of nonpartisan analysis, study, or research; (2) providing technical advice or
assistance to agovernmental body or to a committee in response to a written request; (3)
appearances before, or communications to, any legislative body with respect to a possible
decision of such body that might affect the existence of the organization, its powers and duties,
tax-exempt status, or the deduction of contributions to the organi zation (so-called “ self-defense’
expenditures); (4) certain communications to members of the electing charity; and (5)
communications with governmental officials or employees that are not intended to influence
legislation.**

Special rulesfor mixed lobbying expenditures

Expenses that serve both direct and grass-roots lobbying purposes, e.g., communications
that are sent to members and nonmembers, or “mixed lobbying” expenditures, are subject to
special rules. The regulations specify how an electing charity isto allocate mixed lobbying
expenditures between direct and grass-roots |obbying purposes.® For example, for a mixed
lobbying communication that is designed primarily for members (i.e., more than half the
recipients are members) and that directly encourages grass-roots lobbying (evenif it aso

® Treas. Reg. sec. 56.4911-2(b)(5)(ii).

® 4.

% Secs. 501(h)(2)(A) and 4911(d)(1)(B) and Treas. Reg. sec. 56.4911-2(b)(1).
1 Sec. 4911(d)(2).

% Treas. Reg. sec. 56.4911-5(e).
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encourages direct lobbying), the grass-roots expenditure amount includes all the costs of
preparing the material used for purposes of grass-roots lobbying plus the mechanical and
distributional costs associated with the communication. If amixed lobbying communication
encourages direct lobbying, but only indirectly encourages grass-roots lobbying, then the entire
costs of the communication are allocated based on the proportion of members and nonmembers
receiving the communication.

Disclosur e of lobbying expenditures

An electing charity must disclose lobbying expenditures annually on Schedule A of Form
990. In order to meet disclosure requirements, electing charities are required to keep detailed
records of direct and grass-roots lobbying expenditures. Required records of grass-roots
expendituresinclude: (1) all amounts directly paid or incurred for grass-roots lobbying; (2)
payments to other organizations earmarked for grass-roots lobbying; (3) fees and expenses paid
for grass-roots lobbying; (4) the printing, mailing, and other costs of reproducing and distributing
materials used in grass-roots lobbying; (5) the portion of amounts paid or incurred as current or
deferred compensation for an employee' s grass-roots |obbying services; (6) any amount paid for
out-of-pocket expenditures incurred on behalf of the electing charity for grass-roots lobbying; (7)
the allocable portion of administrative, overhead and other general expenditures attributable to
grass-roots lobbying; and (8) expenditures for grass-roots lobbying of a controlled
organization.®

Description of Proposal

The proposal eliminates the separate limitation for grass-roots |obbying expenditures
applicable to electing charities. Electing charities remain subject to the overall limitation on
lobbying expenditures, which does not change in amount, but electing charities are not required
to limit grass roots expenditures as a percentage of overall lobbying. Thus, an electing charity is
able to make tax-free any combination of grass-roots and direct lobbying expenditures up to the
lobbying non-taxable amount and does not risk loss of tax-exemption as aresult of such
expenditures until total 1obbying expenditures normally exceed the lobbying ceiling amount. For
purposes of the section 501(h) election, electing charities are not required to distinguish between
grass-roots lobbying and direct lobbying, whether for mixed |obbying expenditures or otherwise.

Effective Date

The proposal is effective for taxable years beginning after December 31, 2002.

% See Tress. Reg. sec. 56.4911-6.
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D. Expedited Review Processfor Certain Tax-Exemption Applications
Present L aw

Most organizations that seek tax-exempt status as a charitable organization are required
to file an Application for Recognition of Exemption (Form 1023) with the IRS.** Organizations
that are not required to file Form 1023 include churches, their integrated auxiliaries, and
conventions or associations of churches, and any organization (other than a private foundation)
that normally has gross receipts of $5,000 or lessin ataxable year. Organizations that file Form
1023 within 15 months of the end of the month of the organization’s formation will, if the
application is approved, be recognized as tax-exempt from the date of formation. The IRS will
automatically grant an organization’s request for an additional 12-month extension of the 15-
month period. Otherwise, exemption normally will be recognized as of the date the application
was received by the IRS. In appropriate circumstances, upon written request, the IRS will
expedite consideration of applications for tax-exemption. For example, organizations formed to
provide relief to victims of disasters or other emergencies often receive expedited consideration.

Description of Proposal

The proposal provides that the Secretary or his delegate shall adopt procedures to
expedite consideration of applications for exempt status by organizations that are organized and
operated for the primary purpose of providing socia services. To be eligible, the organization
must: (1) be seeking a contract or grant under a Federal, State, or local program that provides
funding for socia service programs; (2) establish that tax-exempt statusis a condition of
applying for such contract or grant; (3) include a completed copy of the contract or grant
application with the application for exemption; and (4) meet such other criteria as the Secretary
may provide. Organizations that meet the eligibility requirements described above (except for
the requirement that tax-exenpt statusis a condition of the contract or grant application), and
that certify that the organization’s average annual gross receipts over the four year period
preceding the application was not more than $50,000 (or, in the case of an organization in
existence less than four years, is not expected to be more than $50,000 during the organization’s
first four years) are entitled to awaiver of any fee for application of tax-exempt status.

For this purpose, social servicesis defined as services directed at hel ping people in need,
reducing poverty, improving outcomes of low-income children, revitalizing low-income
communities, and empowering low-income families and low-income individual s to become self-
sufficient, including: (1) child care services, protective services for children and adults, services
for children and adults in foster care, adoption services, services related to the management and
maintenance of the home, day care services